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DISCLOSURE STATEMENT 

This advice constitutes return information subject to I.R.C. 
5 6103. This advice contains confidential information subject to 
attorney-client and deliberative process privileges and if 
prepared in contemplation of litigation, subject to the attorney 
work product privilege. Accordingly, the Examination or Appeals 
recipient of this document may provide it only to those persons 
whose official tax administration duties with respect to'this 
case require such disclosure. In no event may this document be 
provided to Examination, Appeals, or other persons beyond those 
specifically indicated in this statement. This advice may not,be 
disclosed to tsxpayers or their representatives (note that this 
memorandum is not the redacted FSA that has been provided to the 
tqayer). 

This advice is not binding on Examination or Appeals and is 
not a final case determination. Such advice is advisory and does 
not resolve Service position on an issue or provide the basis for 
closing a case. The determination pf the Service in the case is 
to be made through the exercise of the independent judgment of 
the office with jurisdiction over the case. 
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ISSUE 

Whether the taxpayer's expenditures were for the acquisition 
of another's production or process (or incurred in connection 
with the construction or manufacture of depreciable property by 
another) and, if so, whether such expenditures were at the 
taxpayer's risk or pursuant to a performance guarantee? 

CONCLUSION 

The taxpayer's expenditures were for the acquisition of 
another's production or process and not at the taxpayer's risk. 

FACTS 

  ----------- ----------------- ----- (  ---------- or the taxpayer) is 
in th-- ------------ --- --------------- -nd -------------   ----- -------------- --------- 

In fiscal years ending April 30,   ----- through   ------ 
  ----------- claimed a deduction for rese------ expenses -----uant tom 
---------- -74 in the amounts of $  ------------- $  ---------------- and 
$  --------------- respectively. ------------ ----d ---- ----------d return for 
th-- ------- year ending April -----   -----, claiming a deduction for 
research expenses pursuant to sec----- 174 in the amount of 
$  ------------- The claimed expenses arose from three standard 
c------------ A standard Product Agreement, a .standard Product 
License Agreement and a standard Independent Contractor 
Agreement. 

Standard Product Aareement 

  ------- ----- ------------ ---------- ---------------- ------------ ------- -----
  ------------ --- ----------- ---------- ------------ ------ -------- -------------
---------- ---- -- ----------------- ------- ------------ ----- -------- --- ---------- ---- 

(1)   ------------- --- ----- --------- -------- ------------- --------- -------- 
  -- -- -- -- -------- ------ ----------- ---- ----- -- -- -- ------------- -----------
------ --------------- --------- --- ------ ----- ------------ ----------
------------------ -- -- -- --

(2)   ---- -------- ----------- ----------- --- ------------ --- ----- --------
  --- --------- -------- ---- ----- ------- ---- ----- ---- ----- ------------ ------
----- ----------------- ------- ------------- ------------- ----- ---------- -----
---- ------ ----- --------------- --- ------- ------------- ---------- ------ -----
----------- -------------- --- ------------ --- ------- ----- ----- ----------- ----
-------- -------- ----- --------------- ------ ------------------- -------
----------------- ------- ---------- ---- ----- ------ ----- ------- --------------
--- ---------- ----- --------- ----- ------ ---------- ---------- --- ----- ------
--------
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Under the terms of the agreement: 

  ---------- ----- ---- ----- --------- --- ----- ------------ ----- ---- -------
--------------- -------- --- ----- ------- ----- ---- ------------- -------------
---------- --- ------- ------ -------------- -------- ----- -------- --- -----
---------------- -------------- --------- ----- ------------------- ------ ----- -------
------ --- --------------- -- -------- -------- ---- ------- ----- -------------- -----
---- ------- --- ----- ------- ------ --- ---------- --- ----- ------- -----------
--- ------------ ------------ --- ----- -------- --- ----- --------------- ---
-------------- ----- ----- -------------- ----- ------- ---- --------- ------ ----- ----
------- --------- ---------- ------- ----- ------------ --- ------- ------- ------ ---
---------- --- -------------- ----- ----- ----- -------- ------- ------- ------------
---- --------- --------------- --- -------------

  ----------- had the right to request any and all modifications 
which --- ---------d necessary to adapt the Work to its specifications. 
The Work was not deemed accepted until all modifications requested 
by   ---------- had been made by the Developer. 

  ---------- reserved the right to terminate the Agreement at any 
time ---- ----- --ason. If terminated, the amounts paid by   -----------
under the Agreement to the developer were non-refundable, ---------
termination occurred as a result of a breach of the developer's 
representations and warranties. The developer represented and 
warranted the following: 

  ------------ --------- --------------- ----- ------------ ----- --- ----- ----- -----
------------- ------ ----- --------- --- ----- -------- ------ --- ------------
--------------- ------ --- ----- ----- -------------- ----------- ----- -------- --- -----
------- --- ----- ------- ---------- ------- --- ------------ -------- --------- ---
--------- ----- ----- -------- ----------- --------- ----- ----- ---------- -------
----- -------- --- ----- ------- --------- --- -------- --- --------- --- -------- --
--------- -------- ---------------- ------------------- --------------- --- -----
---------------- ----------- ----- --- --------------- ----- ----- ------- ----- ----
------------------ ----- ---- ---- ----- ---- ----- ------------- -------------- --------
----- ------- --- ------------ --- ---- -------- ------ -------------- ----- ------------
----- ------- --- ---------------- ------ ----- -------------- ---- ------ ----
------------- -- ----- ------ ----- ------- ----- ----- -------------------- -------- -----------
------- ----- ----- ------ ----- --------- --- ---------- ----- --------- --------- ---
--------- ---------- --------------- ------- --------- ------------- --- ---------
----- --- -------

  - ----------- --- ----- ----------------- --- ----- -------- 

(1)   ------------ ------ ---------------- --------- ----- ----------------- --- -----
  ------ ----- ----- -------- ------------ --- ---------------- ------------ ----------
--- ------------ --- ----- -------------- ------- ----- ----- --------------- -------------
------------ --- -------------- ------ ----- --------------- ------------- ---------
-------------- ------ ---------- ------ ------------ --------- ----- -----------------
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  - ----- ------- ----- ------------ ------ ------- ----- ------ --- ---------
---------------- -------- -------------- ------ -------- ------------ --- ------------
---- -------------------- ------- ---------- --- --------------- ------ ------- --------

(2)   - ----- -------- ----- ------- ------ --------- --- ----- ------- --- ----- ------
  ----- --------------- --- ----- -------- --- ----------- --- ----- ------- --------
--- ------------ -------- ------------ ------ ------- --- ------ --------- --------------
--------- --- ----------------- ------------ ---------------- --------------- ---
-------------- --- ------- ------------ ---------- ------ ------- --- ----------------
------ ------ ----- ------------ --- -------------- ------ --- ---------- --- ----------
------- ------- ----- -------------- ------- ----- ------ --- ------ --------
-------------- ------- ------- ---------------- ------------ ------------- ------------
---- ----- ----- ---- --------------- -------- ----------- --- ------------ ---
--------------- ------ ------ -------- ------------ ------------ ----- ------ ---
-------- ----- ------------ ----- --------------- --- -------------- ----------
------------ ------------- -------- --- ---------------

(3)   ------------ ------ ------------ ----- ------- ---- ----- ------- --- ----------------
  ---- ----- --------------- ----- ---- ------ ------ ----- -------- ---- -------
--------- --- ------- ------ ---- ----------- ------ ------ --- ------ --- ---------
--------------- --- ----- ---------- -------------- ------ ----- -------------- -----
-------- ---- ------ ------------ ------- ------------- -------- ------- ----------------
-------- ----------- ----- ------- ------------- ----- ------- -----------------
------------- --- ----- -------- ----- -------------- ------- ----- ---------- ------
----- ------------- ----- ------- ----------------- ------------- ------------ ------
--- -------- -------------- ------- ----- ------------- ------- ----------- ------
---------------- -------------- ------------- ------ ------------ ----- --------------
------ ------------ --------- --- ------------ ----- ------------ --- -------------
------ -------------- ------ ---- ------------ ------ ------------ ---------------
------ ----- ------------- ----- ------- ------ --- ----- --------- --------------- -----
---- --- ---- ------- --- ------------ --------------- ------ ---------
--------------- -------- --- --- ---- ------- --- ------ ----- --------- --------- ---
--------------- ---- ----- --------- ------------ ------ ---------------- -------------
----- --------------- ------------ ---------------- -------- ---------- ---
-------------- -------------- ------ --- ----- -------------- ---------- -------- ---
-------------- --- ----- ------ ------- ------------------ --- --------- -------- ------------
--------------- --- -- -------- --- ----- --------- --- ----- ------------------- ---
------------ --- ---------------

The parties were required to set forth a schedule of 
milestones. 

Standard Product License Aareement 

  ,   ---------- ---------- ----------- --------------- ------ ------- --- -------------
  ----------- ------------- ------------- ------------ -------- --- ---------- -------
------------- ---------- ----- ------------------ ------ ------ -------------- --- ------------
------------- ----- --------- -------------- ------------ ------------ --- ----- ----------
----- ------ --- ------ --------- --- ---------- --------------- --- ----------------
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  ---------- --- ------------- ---- -- ---------- ------------ ----- ----- ------ ---
---------- ----- ----- ---- --------------- ------------------ -------- --- ----------- --- ----
-------------- --- -------- ------- ------------- --------- --- -----------------------
-------- ------------- --------- ------- ----- ----------- --------------- ------ ---- -------------
------------------ ----- ------- -------- --- ----- -----------

  -- ------------ --- ----- --------------- ----- -------------- --- ---------- ------- ---
  ------ ------------- --------- -------- -------- ----- ------------- --------- ----- ------ ---
----- --------------- ------ --------- --------------- --- ------------- ----- ---------------
-------------

(a)   ---------- ------ ---------------- --------- ----- ----------------- -----
  -------------- ---------- --- ----- ------- ------------- --------- ----- ----- --------
------------ --- -------------- ------------ ----------- --- ------------ --------
-------------- ------- ------------- --------- ----- ----- --------------- -------------
------------ --- -------------- ------ ----- --------------- ------------- ---------
------------ ------ ---------- ------ ------------ --------- ----- ----------------- ---
----- ------- ------------- --------- ----- ------------ ------ ------- ----- ------ ---
--------- -------------- -------- ------------ ------ -------- ------------ ---
------------ ---- --- -------------- ------- ----------- --- --------------- ------
------ ------- ------------- ----------

(b)   - ----- -------- ----- ------- ------ --------- --- ----- ------- -------------
  -------- --- ----- ------ ------- --------------- --- ----- ------- ------------- ----------
--- ----------- --- ----- ------- -------- --- ------------ -------- ------------ ------
------- --- ------ --------- ------------ --------- --- ---------------- ---------- ------
------- --- -------------- ------ ------ ----- ------------ --- ----------- ------ ---
---------- --- ---------- ------ ------- ----- ------------ ------- ---- ------ ---
------- ------- ------------ ------- ------- -------------- ------------ --------------
------------ ---- ----- ----- ---- --------------- -------- ----------- ---
------------ --- --------------- ------ -------------- ------- -------- ------------
------------ ----- ------ --- -------- ----- ------------ ----- --------------- ---
------------ ---------- ------------ ------------- -------- --- ------------

(c)(i)   ---------- ------ ------------ ----- ------- ---- ----- ------- -------------
  -------- --- ---------------- ------ ----- --------------- ----- --- ------ ------ ------
------- ---- ------ --------- --- ------- ------ ---- ------------- --- ----------- -------
------ --- ------ --- --------- --------------- --- ----- ---------- --- ---
------------ ------ ------------ ----- ------- ----------- ------- ------ ----------
--- ---------------- ----- ----------- ----- ---------- ---- ------ --------- ---
--------------- -------------- ----------- ------- ----- ----- ------- -------------
---------- ------------ ------ ----- ------------ --- ------------- ---------------
---------- ---- ----------- ----------- --- ------------ --------------- ----- ------
-------------- -------------------- ---- ------ ------------ ------- -------------
-------- ------- -------------- ------- ----------- ----- ------- ------------- -----
------- ----------------- ------------- --- ----- -------- ------ ------------ -------
----- ---------- --- ------- ------ ------ ----- ------------- ----- -------
----------------- ------------- ------------ ------ --- -------- -----------
------ ----- ------------- ------- ------------ ------ -------------- --------------
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  ----------- ------ ------------ ----- ----------- ------ ------------ --------- ---
------------ ----- ------------ --- ------------- ------ -------------- ------ ----
------------ ------ ------------ --------------- ----- ----- ------------- ----- -------
----- --- ------ --------- --------------- ----- ---- --- ---- ------- ---
------------ --------------- ------ ----- ----------- ------------- --- ------------
----- ----------------- ------------ ----- ----------- --- ------------------ -----------
--- ------- -- ------------ -------------- ----- --------- ----- ------------ ---
------- ------ ----- ----------- ------ ----------- --- -------------- --- ------------
--------- ------------ --- ----- --------------- --- ------------ --------------- ---
------- ------ ----- --------- ----------------- -------- --- --- ---- -------
-------------- -------- ---------- --- ------------ -------------- ------ --- -----
------------- ---------- -------- --- ------------ --- ----- ------ ------
------------------ --- --------- -------- ------------ --------------- --- -- -------- ---
----- --------- --- ----- ------------------- --- ------------ --- ------------ ----
------ --------------- ------- --- ------------------ --- ----- -------- ---------- ---
----- --------- --------

,(ii)   ------- ----- ---- --------- ------------ -------------- ---------- ---
  ----------- --- -------------- ------------- ------------ ---- ----- ------- -------------
--------- ---- ------ ------ --- ----------- --- ------- ----- ---------------
------------- --------- --- --------------- --- -------------- ------------ ------
------- ---- -------- -------------- --- ------- ------------ --- -------------
----------- ------ ------------- ------------ ---- --- -------------- ------ -----------
--- ---- --------------- ------ ---- --------- --- ------------- ---------
------------ ------------- ----- ------- ------------- ------------ --- -----
--------------- ---- ---------- ------------ ------ ------ ------------ ---------
-------- --- ------ ------------------ --- ------------- ----- --------------- ---
-------------- ------ -------------- -------- -------------- ------------------
------ ------ ------------- ------------ --- -------- ---- ---------- ------------
------ ------- ------ ------ ------ -------- -------- --- ----- --- ----- ---------

------ -------------- ------------ ----- ------------- ------------ ---- ------- -------
------------- --------- ---------------- ----- ------- ------------ ----- -------
------------- --------- ----- ---------- --- -------------- --------------- --- --------
------------------ ----- -------------- -----------------

(iii)   ----- --- ----- ------------- --- ------- ------ --------- ------------
  ----- -------- ------------ --- --------- --- -------------- --------------- ---
------------ --- ------ ------------- --- ------------ --------- ------ ------------
------------ ------ --------- ----- ------- --- -------------- ------------ -----
------------ ------ ------- ------- ------ ------ ------------- --- ---------- -------
------------ --- ------------ --- ------------ ----- -------- ----- ------------ ---
------------ ------------ ------ ------- -------------------- ---------- ----
------------ --- ------------- --------- ------ ------ ------ ------
-------------- -------------- --- ----- ------------- ------------- ------------
------ ---------- ------------ ------ -------- -- --------- --------------- ---
------------ ------ -- ----------------- --- ----- ----------- ---- ------------
------ -------------- ------ ---- ------------ ------ ----- ------------- ------------
----- ----- -------------------- ----- ------------ --- ------------- --- ------
------------ --------------- --- ---- ------ ------------- ----- ------------ ---

  

  

  

  

  

  

  

  
    

  



CC:WR:SCA:LN:TL-N-8373-97 

  ------- --- ------------ ----- ------- ------------- ---------- --- -------- ------
------------ ------ ------------- ----- ---------------- --- ------------
-------------- ----- ---------------- -------------- -------- ---------- ---
------------ -------------- ------ ---- ----- -------------- ---------- -------- ---
------------ --- ----- ------ ------- ------------------ --- --------- -------- ------------
--------------- --- -- -------- --- ----- --------- --- ----- ------------------- ---
------------ --- ------------

Standard Indeoendent Contractor Aareement 

  ---- ------------ ----------------- -------------- --------------- ------ -------
  ---------- --- ----- ----------------- --------------- --- ----------- ------------------
----------- --- ------- ------------- ---------- ------ --- ---------------- --- --------- ---------
---- -- ----------------- -------- --------- ----- -------- --- ----- --------------- -----
-------------- ------ ----------- --- --------- ----- ------- -------------- --- -------
------------- ---------- ------- ------------ ---- --------- --------- --- ------------

  ------------- --------- --- ----------- ---- ----------- -------------- ---
-------------- --------------- --------------- ----- --- --------------- ------ -----
------------------ --- ------------ -------- ----- ---------------- ------------ ------
---- -------------- --- -------------- --- ---- ------- --- ------------- ------------
------ ---- -------------- --- ----- --------------- --- -------------
--------------- --------- --- ----- ---- ------ --------- --- --------------- ------
------------ --- -- ------ -------------- ------ ----------- --------- -- ---------
------ --- -------------- --------------- ----- ------------ --- ----- ------------
------------ --- ----- ----------------- --- ----- ----------- -------- ----
---------------

  - -------------- ------ --- --------- ----- --------------- ------ ---
------------------ ------ ----- ----------------- --- ---- ------------ -----------
------- ------------ ----- ------- ----- -------- --- -------- ---- -------------
----- --------------- --------- ---- ---------- ---------- --- ------------ -----
----------- ----- ----- --------------- ------ ----- --------- ---- ---------- -------- ---
--------------- ------------------- ---- -------------- --------- ------------- ----
------------------- -------------- ------ --- ---------- ------ ----- ------------- -----
-------------- -------- ----- ---------------- -------------- ------ ------ ----
------- ---- ----- ------------ ----------- --- ------------ ------------ --- -----
-------- --- -------- --------- -- --------------- ------ --- ---- ----- -------

  ---------- ----- ---- ----- --------- --- ----- ------------ ----- ---- -------
--------------- -------- --- ----- ------- ----- ---- ------------- -------------
---------- --- ------- ------ -------------- -------- ----- -------- --- -----
----------------- --------------- ---------------- -------------- --------- -----
------------------- ------ ----- ------- ------ ---- --------------- --------- -------- ----
------- ----- --------------- ----- --- ------- --- ----- ------- ------ ---
---------- --- ----- ------- ----------- --- ------------ ------------ --- -----
-------- --- ----- --------------- --- -------------- ----- ----- -------------- -----
-------- ---- --------- ------ ----- --- ------ ------------ ---------- ------- -----
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  ----------- --- ------- ------- ------ --- ---------- --- ----- --------------
----- ------ ----- ------- ------- ------- ------------ --- --------- --------------- ---
-------------

LAW AND ANALYSIS 

A taxpayer may treat research or experimental expenditures 
which are paid or incurred by it during the taxable year in 
connection with its trade or business as expenses that are not 
chargeable to the capital account. I.R.C. 5 174(a) (1). A taxpayer 
is generally allowed the election of either currently deducting its 
research and experimental expenditures or amortizing those 
expenditures over a period of not less than 60 months. I.R.C. $5 
174(a) (1 1, (b)(l); Treas. Reg. 5 1.174-1. Research expenses that 
are neither treated as expenses nor deferred and amortized must be 
charged to the capital account. Treas. Reg. 5 1.174-1. 

In general, research and experimental expenditures are those 
"which represent research and development costs in the experimental 
or laboratory sense." Treas. Reg. 5 1. 1 74-Z(a) (1). The term 
generally includes all such costs incident to the development or 
improvement of a product. Treas. Reg. 5 1.174-Z(a)(l). "Product" 
includes any pilot model, process, formula, invention, technique, 
patent, or similar property and includes products to be used by the 
taxpayer in its trade or business as well as products to beg held for 
sale, lease or license. Treas. Reg. 5 l-1742(a) (2). It does not 
include the acquisition of another's production or process. Treas. 
Reg. § 1.174-Z(a) (3). 

Section 174 applies to costs paid or incurred ~by a taxpayer for 
research and experimentation undertaken directly by the taxpayer and 
to costs paid or incurred for research or experimentation carried on 
in the taxpayer's behalf by a third party. Section 174 does not 
apply to costs paid or incurred that represent expenditures for the 
acquisition or improvement of depreciable property, used in 
connection with the research or experimentation, to which the 
taxpayer acquires rights of ownership. Treas. Reg. 5 1.174-2(a) (8). 

If expenditures for research or experimentation are incurred in 
connection with the construction or manufacture of depreciable 
property by another, they are deductible under section 174(a) only 
if made upon the taxpayer's order and at its risk. No deduction is 
allowed if the taxpayer purchases another's product under a 
performance guarantee (whether express, implied, or imposed by local 
law) unless the guarantee is limited, to engineering specifications 
or otherwise, in such a way that economic utility is not taken into 
account. Treas. Reg. § 1.174-2(b) (3). 

Under the given facts, the amounts paid pursuant to the 

  

      



, 

CC:WR:SCA:LN:TL-N-8573-97 page 9 

standard Product Agreement, standard Product License Agreement, and 
standard Independent Contractor Agreement are deductible if made 
upon   ------------- order and at its risk. 

Standard Product Aareements 

In the standard Product Agreement,   ----------- would establish 
specific property that contained specific -------------nts to be 
developed on a work-for-hire basis.   ----------- had the right to 
request any and all modifications that- --- -------ed necessary to adapt 
the product to its specifications, and the Work was not deemed 
acceptable until all modifications requested by I  ---------- had been 
made by the developer. 

  ---------- paid the developer on a milestone basis when 
------------ -------ed the milestone had been met. If   ---------- did not 
---------- -- milestone had been achieved,   ---------- wo---- -------- the 
developer with comments regarding the r----------- and the developer 
was to submit or resubmit the materials to   ----------- This process 
would be repeated until   ----------- determined ----- ---- milestone had 
been met or that further -------------- would be to no avail. If 
further submission would be to no avail,   ---------- could immediately 
terminate the agreement. If terminated, ----- ---------ts paid by 
  ---------- under the agreement to the developer were non-refundable, 
--------- ---mination occurred as a result of a breach of the 
developer's representations and warranties. In addition, the 
developer had to make any necessary corrections for   ---------- errors 
discovered after acceptance of the final   ---------- ------------- at its 
own expense. 

The agreement provides that the   ------------ ------------ -------------
produced by the developers would be t---- ------------ ------------ ---
  ---------- and all materials produced by the developers in fulfilling 
------ ------ations under the agreements are works made for hire. The 
developer had no claim to any right, title or interest in the Work. 

  ----------- had the right to request any and all modifications 
that --- ---------- necessary to adapt the Work to its specifications. 
The Work was not deemed accepted until all modifications requested 
by   ----------- had been made by the developer. If at any time after 
acc----------- -f the Work a   ------ appeared, the developer was required 
to correct the   ------ at t---- ---veloper's own cost and expense. 

Based on the terms of the standard Product Agreements, the 
developers were responsible for the operability of the   ------
  ----------- ---------   ---------- according to   ------------ specific---------
----------------- ----- ----------- Product Agr------------ --ere contracts for the 
purchase of   ----------- -------------
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Standard Product License Asreement 

The Standard Product License Agreement was used to purchase 
exclusive worldwide   ----------- ------------ rights to existing   ------
  ----------- --------- Res-------- ----- -------------tal expenditures d-- -----
---------- ----- ---quisition of another's production or process. Treas. 
Reg. § 1.174-2(a)(3). Accordingly, the amounts paid pursuant to the 
licensing agreement for the purchase of exclusive world-wide 
  ----------- ------------ rights to existing   ----- ------------- --------- are 
------------ ------ ----- definition of "resea---- ----- -----------------
expenditures" and are not deductible under section 174(a). 

Under the standard Product License Agreement, consideration was 
also paid for the conversion or modification services provided by 
the licenser.   ----------- would establish specific modifications and 
the product was- ----- -------ed acceptable until all requested 
modifications had been made by the licenser. 

  ---------- had the right to request any and all reasonable 
modifi---------- that it deemed necessary to adapt the product to its 
specifications. The product was not deemed accepted until all 
modifications request by   ----------- had been made by the licenser. 
If at any time after acce--------- --- the product a   ------ appeared, the 
licenser was required to correct the   ------ at the -------er's own 
cost and expense. 

  ----------- paid the licenser on a milestone basis when   -----------
believ--- ----- --ilestone had been met. If   ---------- did not ---------- --
milestone had been achieved,   ----------- wo---- -------- the licenser 
with comments regarding the r---------- and the licenser was to submit 
or resubmit the materials to   ----------- This process would be 
repeated until   ----------- deter-------- ----t the milestone had been met 
or that further -------------- would be to no avail. If further 
submissions would be to no avail,   ---------- could immediately 
terminate the agreement. If termin------- ---- amounts paid by 
  ---------- under the agreement to the licenser were nonrefundable, 
--------- ---mination occurred as a,result of a breach of the 
licenser's representations and warranties. 

Within two weeks following the delivery of the product, 
  ----------- could determine if the   ---------- was acceptable. If 
------------ determined that the ------------ ----- not acceptable,   -----------
------- ------inate the agreement --- ----- ---enser had    days to- ----------
the   ----------- After re-delivery of the product,   ---------- had   --
days- --- ------mine whether the product,should be a----------- -- 
rejected. The process could be repeated until   ----------- either 
accepted the product or terminated the agreement-- --- ---minated, 
  ------------- entire liability to the licenser was for payments 
---------- --ade, minus amounts recoupable as a result of any breach of 
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any representation or warranty by Licenser. 

Any trademark or service mark which came into existence during 
the term of the agreement was owned exclusively by   -----------

Based on the terms of the standard Product License Agreements, 
the licensers were responsible for the conversion or modification of 
the   ------ ------------- ---------   ----------- Accordingly, the standard 
Prod---- ------------- ---------------- ------- contracts for the purchase of 
  ----------- -------------

Standard Independent Contractor Aareement 

In the standard Independent Contractor Agreement,   ----------
would establish specific property that contained specific-
requirements to be developed on a work-for-hire basis.   -----------
paid the contractor on a milestone basis when   ---------- ----------- -he 
milestone had been met. If   ----------- did not ---------- -- milestone 
had been achieved,   ----------- ------- ---her terminate the agreement 
and/or supply, corre--- --- ---mplete the services and the deliverable 
items and deduct an amount equal to reasonable compensation for 
  ------------ efforts from any payments due under the agreement. 

The agreement provides that   ---------- will be the owner of the 
copyright and all other proprietary -------- in the work. The 
contractor had no claim to any right, title or interest in the work. 

Based on the terms of the standard Independent Contractor 
Agreements, the contractors were responsible for the operability of 
the nontechnical aspects of   ----- ------------- --------- according to 
  ------------- product specificatio----- ---------------- the standard 
-------------- Agreements were contracts for the purchase of   -----------
  -----------

CASE DEVELOPMENT, HAZARDS AND OTHER CONSIDERATIONS 

Treas. Reg. 5 1.174-2(b)(3) does not support the position that 
each contract is made up of milestones and that each milestone must 
be examined to determine which party bears the requisite risk; 
rather, the regulation specifically states that research and 
experimental expenses are attributable to a product, and not to a 
product's components parts. See Treas. Reg. 5 1.174-2(a) (1) and (2) 
( the term "product" includes products to be used by the taxpayer in 
its trade or business). 

Under the standard Product agreement,   ----------- purchased a 
certain   ------ ------------- ------------ Under the ------------ Product License 
agreement--   ---------- -------------- the exclusive rights to worldwide 
  ------------ ------------ ---hts. Under the standard Independent Contractor 
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agreement,   ----------- purchased certain nontechnical aspects of   -----
  ----------- ---------- ------rdingly, the "product" purchased is   -----
------------- --------- world-wide rights, and nontechnical aspect---
-----------------

Two recent cases concerning the research credit under section 41 
are of limited value to the instant issue. Fairchild Industries v. 
United States, 71 F.3d 868 (Fed. Cir. 1996), m 30 Fed. Cl. 839 
(1994) ; Norwest v. Commissioner, 110 T.C. 34 (1998). Qualified 
research'for purposes of the research credit is applied separately 
with respect to each business component of the taxpayer. I.R.C. 
5 41(d) (2) (A). A business component is any product, process, 
computer software, technique, formula, or invention which is held for 
sale, lease, or license, or used by the taxpayer in a trade or 
business of the taxpayer. I.R.C. 5 41(d) (2) (B) . Accordingly, the 

D 

requirements of section 41(d) are applied to the business component 
being offered for sale, lease or license or used by the taxpayer in 
its trade or business. If the business component fails to meet the 
requirements of section 41(d), the taxpayer may shrink-back and apply 
the requirements to the next most significant subset of elements of 
the business component. In addition, the language in Treas. Reg. 55 
1.41-2(e) and 1.41-S(d), which addresses what party is entitled to 
the credit when there is contract research, is not the same as the 
language in Treas. Reg. 5 1.174-2(b),(3). Because of the difference 
in approach between section 41 and section 174, the case law 
developed under section 41 is generally of limited value in 
determining whether a taxpayer is at risk for purposes of section 
174. 

    
    
    


